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PROPOSED STATEMENT ON AUDITING 
STANDARDS: INQUIRY OF A CLIENT'S 
LAWYER CONCERNING LITIGATION, 
CLAIMS, AND ASSESSMENTS 
OCTOBER 24, 1975 
Issued by the Auditing Standards Executive Committee of the 
American Institute of Certified Public Accountants 
For Comment From Persons Interested in Auditing and Reporting 
Comments should be received by December 5, 1975, and addressed to 
Audit ing Standards Division, File Ref. No. 3410 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, N.Y. 10036 (212) 575-6200 
October 24, 1975 
To Practice Offices of CPA Firms ; Members 
of Council; Technical Committee Chairmen; 
State Society and Chapter Presidents, 
Directors and Committee Chairmen; 
Organizations Concerned With Regulatory, 
Supervisory or Other Public Disclosure 
of Financial Activities ; Persons Who 
Have Requested Copies: 
An exposure draft of a Statement on Auditing Standards on an independent 
auditor's procedures to identify contingencies and to satisfy himself as to the 
financial accounting and reporting for them accompanies this letter. 
During the past year, the legal profession has continued to give consideration 
to specifying its views on the lawyer's role in responding to letters of audit 
inquiry. The American Bar Association's section of Corporation, Banking and 
Business Law has adopted in principle and submitted to the House of Delegates the 
position paper included herein (see Appendix C). 
Also this year, the Financial Accounting Standards Board in Statement of Finan-
cial Accounting Standards No. 5, "Accounting for Contingencies," has modified 
generally accepted accounting principles concerning the presentation and disclosure 
of contingencies (see Appendix B). 
This exposure draft provides guidance concerning the effect of these develop-
ments and the evidential matter that should be obtained in an examination of finan-
cial statements in accordance with generally accepted auditing standards. 
Because of the pace and timing of events affecting this subject, the comment 
period has been unavoidably shortened, and we would appreciate your cooperation in 
meeting the comment deadline. Comments and suggestions should be addressed to 
Auditing Standards Division, File Ref. No. 3410, at the AICPA by December 5, 1975. 
The Auditing Standards Executive Committee will be particularly interested in the 
reasoning underlying comments and suggestions. 
Sincerely, 
Kenneth P. Johnson, Chairman 
Auditing Standards Division 
D. R. Carmichael, Director 
Auditing Standards Division 
PROPOSED STATEMENT ON AUDITING STANDARDS 
INQUIRY OF A CLIENT'S LAWYER CONCERNING 
LITIGATION, CLAIMS, AND ASSESSMENTS1 
1. This Statement provides guid-
ance on the procedures an indepen-
dent auditor should consider when 
he is performing an examination in 
accordance with generally accepted 
auditing standards to identify liti-
gation, claims, and assessments and 
to satisfy himself as to the finan-




2. Management has the respon-
sibility for adopting policies and 
procedures to identify, evaluate, 
and account for litigation, claims, 
and assessments to permit the 
preparation of financial statements 
in conformity with generally ac-
cepted accounting principles. 
3. The standards of financial ac-
counting and reporting for loss 
contingencies, including those aris-
ing from litigation, claims, and as-
sessments, are contained in State-
ment of Financial Accounting 




4. The independent auditor 
should obtain evidential matter 
1
 This Statement supersedes the commen-
tary, "Lawyers' Letters," January 1974, 
(AU Section 1001) and auditing inter-
pretations of Section 560.12 of SAS No. 
1 on lawyers' letters, January 1975 (AU 
Section 9560.01-.26). It amends Sec-
tion 560.12(d) to read as follows: "Ob-
tain from legal counsel a description and 
evaluation of pending or threatened liti-
gation and actual or possible claims and 
assessments to which he has devoted 
substantive attention in the form of 
legal representation or consultation (see 
SAS No. ) . " 
2
 Pertinent portions are reprinted in Ap-
pendix B. 
relevant to the following factors 
with respect to pending or threat-
ened litigation and actual or pos-
sible claims and assessments. 
a. The existence of a condition, 
situation, or set of circumstances 
indicating an uncertainty as to the 
possible loss to an entity arising 
from litigation, claims, or assess-
ments. 
b. The period in which the un-
derlying cause for legal action oc-
curred. 
c. The degree of probability of 
an unfavorable outcome. 
d. The amount or range of po-
tential loss. 
Audit Procedures 
5. Since the events or conditions 
that should be considered in the 
financial accounting for or report-
ing of litigation, claims, and assess-
ments are matters within the direct 
knowledge and, often, control of 
management of the entity, man-
agement is the primary source of 
information about such matters. 
Accordingly, the independent aud-
itor's procedures with respect to 
litigation, claims, and assessments 
should include the following: 
a. Inquire of and discuss with 
management the policies and pro-
cedures adopted for identifying, 
evaluating, and accounting for liti-
gation, claims, and assessments. 
b. Obtain from management a 
description and evaluation of pend-
ing or threatened litigation and 
actual or possible claims or assess-
ments that exist at the date of the 
balance sheet being reported on, 
and for the period from the bal-
ance sheet date to the date the 
information is furnished, including 
an identification of those matters 
referred to legal counsel. 
c. Examine documents, includ-
ing correspondence and invoices 
from lawyers, in the client's posses-
sion concerning litigation, claims, 
and assessments. 
6. An auditor ordinarily does 
not possess legal skills and, there-
fore, cannot make legal judgments 
of information coming to his at-
tention. An independent auditor, 
therefore, communicates with a cli-
ent's lawyer, with the client's con-
sent, for corroborative evidential 
matter. 
7. The purpose of the auditor's 
communication with the client's 
lawyer is to corroborate the infor-
mation contained in the client's 
accounting records and underlying 
documents with respect to litiga-
tion, claims, and assessments. Evi-
dential matter obtained from the 
client's inside general counsel or 
legal department may provide the 
auditor with the necessary corro-
boration. However, when eviden-
tial matter can be obtained from 
outside counsel, it will usually pro-
vide greater assurance. Evidential 
matter obtained from inside coun-
sel is not a substitute for infor-
mation outside counsel refuses to 
furnish. 
8. The independent auditor's ex-
amination normally includes cer-
tain other procedures undertaken 
for other purposes that might also 
disclose pending or threatened liti-
gation and actual or possible 
claims or assessments. Examples of 
such procedures are as follows: 
a. Reading minutes of meetings 
of stockholders, directors, and ap-
propriate committees held during 
the period being examined and 
subsequent thereto. 
b. Reading contracts, loan agree-
ments, leases, correspondence from 
taxing or other governmental agen-
cies, and similar documents. 
c. Obtaining information con-
cerning guarantees on bank con-
5 
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firmation forms. 
d. Inspecting other documents 
for possible guarantees by the cli-
ent. 
Inquiry of a Client's Lawyer 
9. A letter of audit inquiry to 
the client's lawyer is the primary 
means of corroborating the infor-
mation furnished by management 
concerning litigation, claims, and 
assessments.3 The auditor should 
request the client's management to 
send a letter of inquiry to those 
lawyers with whom it has con-
sulted concerning litigation, claims, 
and assessments. Inquiry need not 
be made concerning matters that 
the auditor does not consider ma-
terial. 
10. The matters that should be 
covered in a letter of audit inquiry 
include, but are not limited to, the 
following: 
a. An identification of the com-
pany, including subsidiaries, and 
the date of the examination. 
b. A list prepared by manage-
ment (or a request by manage-
ment that the lawyer prepare a 
list) of all: 
(1) Pending or threatened lit-
igation, claims, and assessments 
and an evaluation of their prob-
able outcome and the amount or 
range of potential loss. 
(2) Unasserted claims or as-
sessments for which information 
available at the time indicates 
assertion is probable and for 
which there is at least a reason-
able possibility that the outcome 
will be unfavorable and an esti-
mate of the amount or range of 
potential loss. 
c. A list prepared by manage-
ment of certain contractually as-
sumed obligations of the company, 
such as guarantees of indebtedness 
of others. 
d. A request that the lawyer de-
scribe disagreements, if any, with 
management's description or evalu-
ation of each matter listed, includ-
ing the omission of a matter. 
e. A request that the lawyer 
specifically identify the nature of 
3
 An illustrative inquiry letter to legal 
counsel is contained in Appendix A. 
and reasons for any limitations on 
his response. 
f. A request that the lawyer re-
port unpaid or unbilled charges, 
if any, and the nature of the ser-
vices involved. 
11. Litigation, claims, or assess-
ments may involve complex mat-
ters that cannot be adequately de-
scribed in a written response. Con-
sequently, in those circumstances 
the auditor may wish to suggest 
that the lawyer, with the client's 
consent, furnish the auditor with 
the information requested in a 
conference in which there is an 
opportunity for more detailed dis-
cussion and explanation. Informa-
tion obtained in such a conference 
should be appropriately docu-
mented by the auditor. 
12. In some circumstances, a 
lawyer may be required by his 
Code of Professional Responsibility 
to resign his engagement if his ad-
vice concerning financial account-
ing and reporting for litigation, 
claims, or assessments is disre-
garded by the client. When the 
auditor is aware that a client has 
changed lawyers or that a lawyer 
engaged by the client has resigned, 
the auditor should consider the 
need for inquiries concerning the 
reasons the lawyer is no longer as-
sociated with the client. 
Limitations on the Scope of a 
Lawyer's Response4 
13. A lawyer may appropriately 
limit his response to matters that 
he has given substantive attention 
in the form of legal consultation or 
legal representation. Also, a law-
yer's response may be limited to 
matters that are considered indi-
vidually or collectively material to 
the financial statements if an un-
derstanding has been reached with 
the auditor on the limits of ma-
4
 The Council of the Section of Corpora-
tion, Banking and Business Law of the 
American Bar Association has approved 
in principle a "Statement of Policy Re-
garding Lawyers' Responses to Auditors' 
Requests for Information" that is re-
printed as Appendix C. That Statement 
of Policy explains the concerns of law-
yers and the nature of the limitations an 
auditor is likely to encounter. 
teriality. Such limitations are not 
limitations on the scope of the 
auditor's examination. 
14. Limitations on the lawyer's 
response with respect to one or 
more of the following matters 
would be considered limitations on 
the scope of the auditor's exami-
nation sufficient to preclude the 
expression of an auditor's unquali-
fied opinion (see SAS No. 2, para-
graphs 10-11). 
a. Refusal to furnish information 
concerning all pending or threat-
ened litigation, including such 
matters as (1) the nature of the 
litigation, (2) the progress of the 
case to date, (3) how he has ad-
vised the client to respond to the 
litigation (for example, to contest 
the case vigorously or to seek an 
out-of-court settlement), and (4) 
the client's possible exposure in the 
litigation. 
b. Refusal either to furnish in-
formation on the existence of un-
asserted claims when assertion of 
a claim is probable and there is a 
reasonable possibility that the out-
come will be unfavorable or to 
state that he has been unable to 
form a conclusion on such matters.5 
c. Refusal either to furnish in-
formation concerning the likely 
outcome of the litigation, claims, 
or assessments or the likely amount 
of the loss or to state that he has 
been unable to form a conclusion 
on such matters. 
Other Limitations on a 
Lawyer's Response 
15. A lawyer may be unable to 
respond concerning the probability 
of assertion of a claim or the like-
lihood of an unfavorable outcome 
of pending or threatened litigation, 
or the amount or range of poten-
tial loss because of inherent un-
certainties. Factors influencing the 
likelihood of a claim being as-
serted or of an unfavorable out-
5
 Since item (b) is not covered by a law-
yer's response in accordance with the 
form letter recommended in the ABA 
Statement of Policy, a response re-
stricted to the form letter would cause 
a limitation on the scope of the auditor's 
examination. 
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come may sometimes not be with-
in a lawyer's competence to judge; 
historical experience of the entity 
in similar litigation or the ex-
perience of other entities may 
not be relevant or available; and 
the amount of the loss frequently 
will be a subject of wide possible 
In connection with an examina-
tion of our consolidated financial 
statements at (balance sheet date) 
and for the (period) then ended, 
management of the Company has 
prepared a description and evalu-
ation of certain contingencies in-
volving matters where either you 
have furnished consultation or 
have been engaged to represent 
the Company and/or any of its 
subsidiaries. 
These contingencies are regarded 
by management of the Company 
as material [auditor may wish to 
indicate a materiality limit]. 
Pending or Threatened Litigation 
(including asserted claims) 
[Information such as: (1) the 
nature of the litigation, (2) the 
progress of the case to date, (3) 
how the client intends to respond 
INTRODUCTION 
1. For the purpose of this State-
ment, a contingency is defined as an 
existing condition, situation, or set 
of circumstances involving uncer-
tainty as to possible gain (herein-
*The following excerpts are reprinted 
with the permission of the Financial 
Accounting Standards Board. 
variance at many stages of litiga-
tion. Consequently, a lawyer may 
not be able to form a conclusion 
with respect to such matters. In 
such circumstances, the auditor 
ordinarily will conclude that the 
financial statements are affected by 
an uncertainty concerning the out-
APPENDIX A 
to the litigation, and (4) the cli-
ent's possible exposure in the liti-
gation. ] 
Unasserted Claims or Assessments 
(considered probable of assertion 
with at least a reasonable possibil-
ity that the outcome will be un-
favorable) 
[Information such as: (1) the 
nature of the matter, (2) how the 
client intends to respond if the 
claim is asserted, (3) the client's 
possible exposure if the claim is 
asserted.] 
Contractually Assumed Obligations 
of the Company 
[Information such as: (1) de-
scription, nature and terms of the 
obligations, (2) current status and 
(3) the potential liability in the 
event of default by the guarantee.] 
after a "gain contingency") or loss1 
(hereinafter a "loss contingency") 
to an enterprise that will ultimately 
be resolved when one or more fu-
ture events occur or fail to occur. 
Resolution of the uncertainty may 
1
 The term loss is used for convenience to 
include many charges against income 
that are commonly referred to as ex-
penses and others that are commonly 
referred to as losses. 
come of a future event which is 
not susceptible of reasonable esti-
mation. If the effect of the matter 
on the financial statements could 
be material, the auditor ordinarily 
will conclude that he is unable to 
express an unqualified opinion 
(see SAS No. 2, paragraphs 21-26). 
Please confirm to our auditors 
(name and address of auditors) 
that you have given each of the 
listed matters substantive atten-
tion, that the list is complete, that 
the descriptions adequately iden-
tify the matters involved, and that 
the evaluations include reasonable 
assessments of the probable out-
come and reasonable estimates of 
the amounts of potential liability or 
asset, if any. 
As of the date of your reply, 
please communicate to our audi-
tors any differences of opinion you 
may have with our descriptions or 
evaluations and the nature of and 
reasons for any limitations you 
have placed on your response to 
the above request for information. 
Also please list any unbilled 
or unpaid charges and indicate the 
nature of the service rendered. 
confirm the acquisition of an asset 
or the reduction of a liability or 
the loss or impairment of an asset 
or the incurrence of a liability. . . . 
3. When a loss contingency ex-
ists, the likelihood that the future 
event or events will confirm the 
loss or impairment of an asset or 
the incurrence of a liability can 
range from probable to remote. 
ILLUSTRATIVE LETTER 
AUDIT INQUIRY LETTER TO LEGAL COUNSEL 
APPENDIX B* 
STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 5 
ACCOUNTING FOR CONTINGENCIES 
March 1975 
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This Statement uses the terms prob-
able, reasonably possible, and re-
mote to identify three areas within 
that range, as follows: 
a) Probable. The future event or 
events are likely to occur. 
b) Reasonably possible. The 
chance of the future event or 
events occurring is more than re-
mote but less than likely. 
c) Remote. The chance of the 
future event or events occurring is 
slight... . 
STANDARDS OF FINANCIAL 
ACCOUNTING AND 
REPORTING 
Accrual of Loss Contingencies 
8. An estimated loss from a loss 
contingency (as defined in para-
graph 1) shall be accrued by a 
charge to income3 if both of the 
following conditions are met: 
a) Information available prior to 
issuance of the financial statements 
indicates that it is probable that 
an asset had been impaired or a 
liability had been incurred at the 
date of the financial statements.4 It 
is implicit in this condition that it 
must be probable that one or more 
future events will occur confirming 
the fact of the loss. 
b) The amount of loss can be 
reasonably estimated. 
Disclosure of Loss Contingencies 
9. Disclosure of the nature of an 
accrual5 made pursuant to the pro-
visions of paragraph 8, and in some 
circumstances the amount accrued, 
may be necessary for the financial 
statements not to be misleading. 
10. If no accrual is made for a 
loss contingency because one or 
3
 Paragraphs 23-24 of APB Opinion No. 9, 
"Reporting the Results of Operations," 
describe the "rare" circumstances in 
which a prior period adjustment is ap-
propriate. Those paragraphs are not 
amended by this Statement. 
4
 Date of the financial statements means 
the end of the most recent accounting 
period for which financial statements are 
being presented. 
5
 Terminology used shall be descriptive 
of the nature of the accrual (see para-
graphs 57-64 of Accounting Terminology 
Bulletin No. 1, "Review and Resume"). 
both of the conditions in para-
graph 8 are not met, or if an ex-
posure to loss exists in excess of 
the amount accrued pursuant to 
the provisions of paragraph 8, dis-
closure of the contingency shall be 
made when there is at least a rea-
sonable possibility that a loss or an 
additional loss may have been in-
curred.6 The disclosure shall indi-
cate the nature of the contingency 
and shall give an estimate of the 
possible loss or range of loss or 
state that such an estimate cannot 
be made. Disclosure is not required 
of a loss contingency involving an 
unasserted claim or assessment 
when there has been no manifesta-
tion by a potential claimant of an 
awareness of a possible claim or 
assessment unless it is considered 
probable that a claim will be as-
serted and there is a reasonable 
possibility that the outcome will 
be unfavorable. 
11. After the date of an enter-
prise's financial statements but be-
fore those financial statements are 
issued, information may become 
available indicating that an asset 
was impaired or a liability was in-
curred after the date of the finan-
cial statements or that there is at 
least a reasonable possibility that 
an asset was impaired or a liability 
was incurred after that date. The 
information may relate to a loss 
contingency that existed at the 
date of the financial statements, 
e.g., an asset that was not insured 
at the date of the financial state-
ments. On the other hand, the in-
formation may relate to a loss con-
tingency that did not exist at the 
date of the financial statements, 
e.g., threat of expropriation of as-
sets after the date of the financial 
6
 For example, disclosure shall be made 
of any loss contingency that meets the 
condition in paragraph 8 (a ) but that is 
not accrued because the amount of loss 
cannot be reasonably estimated (para-
graph 8 ( b ) ) . Disclosure is also required 
of some loss contingencies that do not 
meet the condition in paragraph 8 ( a ) — 
namely, those contingencies for which 
there is a reasonable possibility that a 
loss may have been incurred even 
though information may not indicate 
that it is probable that an asset had 
been impaired or a liability had been 
incurred at the date of the financial 
statements. 
statements or the filing for bank-
ruptcy by an enterprise whose 
debt was guaranteed after the date 
of the financial statements. In none 
of the cases cited in this paragraph 
was an asset impaired or a liability 
incurred at the date of the financial 
statements, and the condition for 
accrual in paragraph 8(a) is, there-
fore, not met. Disclosure of those 
kinds of losses or loss contingen-
cies may be necessary, however, to 
keep the financial statements from 
being misleading. If disclosure is 
deemed necessary, the financial 
statements shall indicate the nature 
of the loss or loss contingency and 
give an estimate of the amount or 
range of loss or possible loss or 
state that such an estimate cannot 
be made. Occasionally, in the case 
of a loss arising after the date of 
the financial statements where the 
amount of asset impairment or lia-
bility incurrence can be reasonably 
estimated, disclosure may best be 
made by supplementing the his-
torical financial statements with 
pro forma financial data giving ef-
fect to the loss as if it had oc-
curred at the date of the financial 
statements. It may be desirable to 
present pro forma statements, usu-
ally a balance sheet only, in colum-
nar form on the face of the histori-
cal financial statements. . . . 
Litigation, Claims, and 
Assessments 
33. The following factors, among 
others, must be considered in de-
termining whether accrual and/or 
disclosure is required with respect 
to pending or threatened litigation 
and actual or possible claims and 
assessments: 
a) The period in which the un-
derlying cause (i.e., the cause for 
action) of the pending or threat-
ened litigation or of the actual or 
possible claim or assessment oc-
curred. 
b) The degree of probability of 
an unfavorable outcome. 
c) The ability to make a reason-
able estimate of the amount of 
loss. 
34. As a condition for accrual of 
a loss contingency, paragraph 8(a) 
requires that information available 
prior to the issuance of financial 
statements indicate that it is prob-
able that an asset had been im-
paired or a liability had been in-
curred at the date of the financial 
statements. Accordingly, accrual 
would clearly be inappropriate for 
litigation, claims, or assessments 
whose underlying cause is an event 
or condition occurring after the 
date of financial statements but 
before those financial statements 
are issued, for example, a suit for 
damages alleged to have been suf-
fered as a result of an accident that 
occurred after the date of the fi-
nancial statements. Disclosure may 
be required, however, by para-
graph 11. 
35. On the other hand, accrual 
may be appropriate for litigation, 
claims, or assessments whose under-
lying cause is an event occurring 
on or before the date of an enter-
prise's financial statements even if 
the enterprise does not become 
aware of the existence or possibil-
ity of the lawsuit, claim, or assess-
ment until after the date of the 
financial statements. If those finan-
cial statements have not been is-
sued, accrual of a loss related to 
the litigation, claim, or assessment 
would be required if the probabil-
ity of loss is such that the condition 
in paragraph 8(a) is met and the 
amount of loss can be reasonably 
estimated. 
36. If the underlying cause of 
the litigation, claim, or assessment 
is an event occurring before the 
date of an enterprise's financial 
statements, the probability of an 
outcome unfavorable to the enter-
prise must be assessed to deter-
mine whether the condition in par-
agraph 8(a) is met. Among the 
factors that should be considered 
are the nature of the litigation, 
claim, or assessment, the progress 
of the case (including progress 
after the date of the financial state-
ments but before those statements 
are issued), the opinions or views 
of legal counsel and other advisers, 
the experience of the enterprise in 
similar cases, the experience of 
other enterprises, and any decision 
of the enterprise's management as 
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to how the enterprise intends to 
respond to the lawsuit, claim, or 
assessment (for example, a deci-
sion to contest the case vigorously 
or a decision to seek an out-of-
court settlement). The fact that 
legal counsel is unable to express 
an opinion that the outcome will 
be favorable to the enterprise 
should not necessarily be inter-
preted to mean that the condition 
for accrual of a loss in paragraph 
8(a) is met. 
37. The filing of a suit or formal 
assertion of a claim or assessment 
does not automatically indicate 
that accrual of a loss may be ap-
propriate. The degree of probabil-
ity of an unfavorable outcome must 
be assessed. The condition for ac-
crual in paragraph 8(a) would be 
met if an unfavorable outcome is 
determined to be probable. If an 
unfavorable outcome is determined 
to be reasonably possible but not 
probable, or if the amount of loss 
cannot be reasonably estimated, 
accrual would be inappropriate, 
but disclosure would be required 
by paragraph 10 of this Statement. 
38. With respect to unasserted 
claims and assessments, an enter-
prise must determine the degree of 
probability that a suit may be filed 
or a claim or assessment may be 
asserted and the possibility of an 
unfavorable outcome. For example, 
a catastrophe, accident, or other 
similar physical occurrence pre-
dictably engenders claims for re-
dress, and in such circumstances 
their assertion may be probable; 
similarly, an investigation of an en-
terprise by a governmental agency, 
if enforcement proceedings have 
been or are likely to be instituted, 
is often followed by private claims 
for redress, and the probability of 
their assertion and the possibility 
of loss should be considered in 
each case. By way of further ex-
ample, an enterprise may believe 
there is a possibility that it has in-
fringed on another enterprise's pat-
ent rights, but the enterprise own-
ing the patent rights has not indi-
cated an intention to take any ac-
tion and has not even indicated an 
awareness of the possible infringe-
9 
ment. In that case, a judgment 
must first be made as to whether 
the assertion of a claim is prob-
able. If the judgment is that asser-
tion is not probable, no accrual 
or disclosure would be required. 
On the other hand, if the judgment 
is that assertion is probable, then 
a second judgment must be made 
as to the degree of probability of 
an unfavorable outcome. If an un-
favorable outcome is probable and 
the amount of loss can be reason-
ably estimated, accrual of a loss is 
required by paragraph 8. If an un-
favorable outcome is probable but 
the amount of loss cannot be reas-
onably estimated, accrual would 
not be appropriate, but disclosure 
would be required by paragraph 
10. If an unfavorable outcome is 
reasonably possible but not prob-
able, disclosure would be required 
by paragraph 10. 
39. As a condition for accrual of 
a loss contingency, paragraph 8(b) 
requires that the amount of loss 
can be reasonably estimated. In 
some cases, it may be determined 
that a loss was incurred because an 
unfavorable outcome of the litiga-
tion, claim, or assessment is prob-
able (thus satisfying the condition 
in paragraph 8(a)), but the range 
of possible loss is wide. For exam-
ple, an enterprise may be litigating 
an income tax matter. In prepara-
tion for the trial, it may determine 
that, based on recent decisions in-
volving one aspect of the litigation, 
it is probable that it will have to 
pay additional taxes of $2 million. 
Another aspect of the litigation 
may, however, be open to consid-
erable interpretation, and depend-
ing on the interpretation by the 
court the enterprise may have to 
pay taxes of $8 million over and 
above the $2 million. In that case, 
paragraph 8 requires accrual of 
the $2 million if that is considered 
a reasonable estimate of the loss. 
Paragraph 10 requires disclosure 
of the additional exposure to loss if 
there is a reasonable possibility 
that additional taxes will be paid. 
Depending on the circumstances, 
paragraph 9 may require disclosure 
of the $2 million that was accrued. 
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APPENDIX C* 
AMERICAN BAR ASSOCIATION 
STATEMENT OF POLICY 
REGARDING LAWYERS' RESPONSES TO 
AUDITORS' REQUESTS FOR INFORMATION 
PREAMBLE 
The public interest in protecting 
the confidentiality of lawyer-client 
communications is fundamental. 
The American legal, political and 
economic systems depend heavily 
upon voluntary compliance with 
the law and upon ready access to 
a respected body of professionals 
able to interpret and advise on the 
law. The expanding complexity of 
our laws and governmental regu-
lations increases the need for 
prompt, specific and unhampered 
lawyer-client communication. The 
benefits of such communication 
and early consultation underlie the 
strict statutory and ethical obliga-
tions of the lawyer to preserve the 
confidences and secrets of the cli-
ent, as well as the long-recognized 
testimonial privilege for lawyer-
client communication. 
Both the Code of Professional 
Responsibility and the cases apply-
ing the evidentiary privilege rec-
ognize that the privilege against 
disclosure can be knowingly and 
voluntarily waived by the client. 
It is equally clear that disclosure 
to a third party may result in loss 
of the "confidentiality" essential to 
maintain the privilege. Disclosure 
to a third party of the lawyer-cli-
ent communication on a particular 
subject may also destroy the priv-
ilege as to other communications 
on that subject. Thus, the mere 
disclosure by the lawyer to the 
outside auditor, with due client 
consent, of the substance of com-
munications between the lawyer 
and client may significantly im-
pair the client's ability in other 
contexts to maintain the confiden-
tiality of such communications. 
*This appendix is a reprint of the report 
of the ABA Committee on Audit In-
quiry Responses published in The Busi-
ness Lawyer, November 1975. The re-
port is to be considered for adoption by 
the House of Delegates of the ABA in 
early 1976. 
Under the circumstances a pol-
icy of audit procedure which re-
quires clients to give consent and 
authorize lawyers to respond to 
general inquiries and disclose in-
formation to auditors concerning 
matters which have been commu-
nicated in confidence is essentially 
destructive of free and open com-
munication and early consultation 
between lawyer and client. The in-
stitution of such a policy would 
inevitably discourage management 
from discussing potential legal 
problems with counsel for fear that 
such discussion might become pub-
lic and precipitate a loss to or pos-
sible liability of the business enter-
prise and its stockholders that 
might otherwise never materialize. 
It is also recognized that our le-
gal, political and economic systems 
depend to an important extent on 
public confidence in published fi-
nancial statements. To meet this 
need the accounting profession 
must adopt and adhere to stand-
ards and procedures that will com-
mand confidence in the auditing 
process. It is not, however, be-
lieved necessary, or sound public 
policy, to intrude upon the confi-
dentiality of the lawyer-client re-
lationship in order to command 
such confidence. On the contrary, 
the objective of fair disclosure in 
financial statements is more likely 
to be better served by maintaining 
the integrity of the confidential re-
lationship between lawyer and cli-
ent, thereby strengthening corpo-
rate management's confidence in 
counsel and encouraging its readi-
ness to seek advice of counsel and 
to act in accordance with counsel's 
advice. 
Consistent with the foregoing 
public policy considerations, it is 
believed appropriate to distinguish 
between, on the one hand, litiga-
tion which is pending or which a 
third party has manifested to the 
client a present intention to com-
mence and, on the other hand, 
other contingencies of a legal na-
ture or having legal aspects. As re-
gards the former category, unques-
tionably the lawyer representing 
the client in a litigation matter 
may be the best source for a de-
scription of the claim or claims 
asserted, the client's position (e.g., 
denial, contest, etc.), and the cli-
ent's possible exposure in the liti-
gation (to the extent the lawyer 
is in a position to do so). As to 
the latter category, it is submitted 
that, for the reasons set forth 
above, it is not in the public inter-
est for the lawyer to be required 
to respond to general inquiries 
from auditors concerning possible 
claims. 
It is recognized that the disclos-
ure requirements for enterprises 
subject to the reporting require-
ments of the Federal securities 
laws are a major concern of man-
agements and counsel, as well as 
auditors. It is submitted that com-
pliance therewith is best assured 
when clients are afforded maximum 
encouragement, by protecting law-
yer-client confidentiality, freely to 
consult counsel. Likewise, law-
yers must be keenly conscious of 
the importance of their clients be-
ing competently advised in these 
matters. 
STATEMENT OF POLICY 
NOW, THEREFORE, BE IT RE-
SOLVED that it is desirable and 
in the public interest that this As-
sociation adopt the following State-
ment of Policy regarding the ap-
propriate scope of the lawyer's re-
sponse to the auditor's request, 
made by the client at the request 
of the auditor, for information con-
cerning matters referred to the 
lawyer during the course of his 
representation of the client; 
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(1) Client Consent to Response. 
The lawyer may properly respond 
to the auditor's requests for infor-
mation concerning loss contingen-
cies (the term and concept estab-
lished by Statement of Financial 
Accounting Standards No. 5, pro-
mulgated by the Financial Ac-
counting Standards Board in March 
1975 and discussed in Paragraph 
5.1 of the accompanying Com-
mentary), to the extent hereinafter 
set forth, subject to the following: 
(a) Assuming that the client's 
initial letter requesting the law-
yer to provide information to the 
auditor is signed by an agent of 
the client having apparent au-
thority to make such a request, 
the lawyer may provide to the 
auditor information requested, 
without further consent, unless 
such information discloses a con-
fidence or a secret or requires 
an evaluation of a claim. 
(b) In the normal case, the 
initial request letter does not 
provide the necessary consent to 
the disclosure of a confidence or 
secret or to the evaluation of a 
claim since that consent may 
only be given after full disclo-
sure to the client of the legal 
consequences of such action. 
(c) Lawyers should bear in 
mind, in evaluating claims, that 
an adverse party may assert that 
any evaluation of potential lia-
bility is an admission. 
(d) In securing the client's con-
sent to the disclosure of confi-
dences or secrets, or the evalu-
ation of claims, the lawyer may 
wish to have a draft of his letter 
reviewed and approved by the 
client before releasing it to the 
auditor; in such cases, additional 
explanation would in all proba-
bility be necessary so that the 
legal consequences of the con-
sent are fully disclosed to the 
client. 
(2) Limitation on Scope of Re-
sponse. It is appropriate for the 
lawyer to set forth in his response, 
by way of limitation, the scope of 
his engagement by the client. It is 
also appropriate for the lawyer to 
indicate the date as of which in-
formation is furnished and to dis-
claim any undertaking to advise 
the auditor of changes which may 
thereafter be brought to the law-
yer's attention. Unless the lawyers 
response indicates otherwise, (a) it 
is properly limited to matters which 
have been given substantive atten-
tion by the lawyer in the form of 
legal consultation and, where ap-
propriate, legal representation since 
the beginning of the period or per-
iods being reported upon, and (b) 
if a law firm or a law department, 
the auditor may assume that the 
firm or department has endeav-
ored, to the extent believed neces-
sary by the firm or department, to 
determine from lawyers currently 
in the firm or department who have 
performed services for the client 
since the beginning of the fiscal 
period under audit whether such 
services involved substantive at-
tention in the form of legal consul-
tation concerning those loss contin-
gencies referred to in Paragraph 5 
(a) below but, beyond that, no re-
view has been made of any of the 
client's transactions or other mat-
ters for the purpose of identifying 
loss contingencies to be described 
in the response.* 
(3) Response may be Limited to 
Material Items. In response to an 
auditor's request for disclosure of 
loss contingencies of a client, it is 
appropriate for the lawyer's re-
sponse to indicate that the response 
is limited to items which are con-
sidered individually or collectively 
material to the presentation of the 
client's financial statements. 
(4) Limited Responses. Where 
the lawyer is limiting his response 
in accordance with this Statement 
of Policy, his response should so 
indicate (see Paragraph 8). If in 
any other respect the lawyer is not 
undertaking to respond to or com-
ment on particular aspects of the 
inquiry when responding to the 
auditor, he should consider advis-
ing the auditor that his response 
is limited, in order to avoid any 
inference that the lawyer has re-
sponded to all aspects; otherwise, 
he may be assuming a responsibil-
ity which he does not intend. 
*As contemplated by Paragraph 8 of this 
Statement of Policy, this sentence is in-
tended to be the subject of incorporation 
by reference as therein provided. 
(5) Loss Contingencies. When 
properly requested by the client, 
it is appropriate for the lawyer to 
furnish to the auditor information 
concerning the following matters if 
the lawyer has been engaged by 
the client to represent or advise 
the client professionally with re-
spect thereto and he has devoted 
substantive attention to them in 
the form of legal representation or 
consultation: 
(a) overtly threatened or 
pending litigation, whether or 
not specified by the client; 
(b) a contractually assumed 
obligation which the client has 
specifically identified and upon 
which the client has specifically 
requested, in the inquiry letter 
or a supplement thereto, com-
ment to the auditor; 
(c) an unasserted possible 
claim or assessment which the 
client has specifically identified 
and upon which the client has 
specifically requested, in the in-
quiry letter or a supplement 
thereto, comment to the auditor. 
With respect to clause (a) , overtly 
threatened litigation means that a 
potential claimant has manifested 
to the client an awareness of and 
present intention to assert a pos-
sible claim or assessment unless the 
likelihood of litigation (or, in the 
alternative, settlement) is consid-
ered remote. With respect to clause 
(c) , where there has been no man-
ifestation by a potential claimant 
of an awareness of and present in-
tention to assert a possible claim or 
assessment, consistent with the con-
siderations and concerns outlined 
in the Preamble and Paragraph 1 
hereof, the client should request 
the lawyer to furnish information 
to the auditor only if the client be-
lieves that the assertion of the 
claim is imminent or, if not immi-
nent, the likelihood that the claim 
will not be asserted is remote. Ex-
amples of such situations might 
(depending in each case upon the 
particular circumstances) include 
the following: (i) a catastrophe, 
accident or other similar physical 
occurrence in which the client's 
involvement is open and notorious, 
or (ii) an investigation by a gov-
ernment agency where enforce-
ment proceedings have been insti-
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tuted or where the likelihood that 
they will not be instituted is re-
mote, under circumstances where 
assertion of one or more private 
claims for redress would normally 
be expected, or (iii) a public dis-
closure by the client acknowledg-
ing (and thus focusing attention 
upon) the existence of one or more 
probable claims arising out of an 
event or circumstance. 
It would not be appropriate, 
however, for the lawyer to be re-
quested to furnish information in 
response to an inquiry letter or 
supplement thereto if it appears 
that (a) the client has been re-
quired to specify unasserted pos-
sible claims without regard to the 
standard suggested in the preced-
ing paragraph, or (b) the client 
has been required to specify all or 
substantially unasserted possible 
claims as to which legal advice 
may have been obtained, since, in 
either case, such a request would 
be in substance a general inquiry 
and would be inconsistent with the 
intent of this Statement of Policy. 
The information that lawyers 
may properly give to the auditor 
concerning the foregoing matters 
would include (to the extent ap-
propriate) an identification of the 
proceedings or matter, the stage of 
proceedings, the claim(s) asserted, 
and the position taken by the 
client. 
In view of the inherent uncer-
tainties, the lawyer should nor-
mally refrain from expressing judg-
ments as to outcome except in 
those relatively few clear cases 
where it appears to the lawyer that 
an unfavorable outcome is either 
"probable" or "remote"; for pur-
poses of any such judgment it is 
appropriate to use the following 
meanings: 
(i) probable—an unfavorable 
outcome for the client is prob-
able if the prospects for success 
of the claimant are judged to be 
overwhelming and the prospects 
for success by the client are 
judged to be slight. 
(ii) remote—an unfavorable 
outcome is remote if the pros-
pects for success in defense by 
the client are judged to be over-
whelming and the prospects of 
success by the claimant are 
judged to be slight. 
If, in the opinion of the lawyer, 
considerations within the province 
of his professional judgment bear 
on a particular loss contingency to 
the degree necessary to make an 
informed judgment, he may in ap-
propriate circumstances communi-
cate to the auditor his view that 
an unfavorable outcome is "prob-
able" or "remote," applying the 
above meanings. No inference 
should be drawn, from the absence 
of such a judgment, that the client 
will not prevail. 
The lawyer also may be asked 
to estimate, in dollar terms, the po-
tential amount of loss or range of 
loss in the event that an unfavor-
able outcome is not viewed to be 
"remote." In such a case, the 
amount or range of potential loss 
will normally be as inherently im-
possible to ascertain, with any de-
gree of certainty, as the outcome 
of the litigation. Therefore, it is 
appropriate for the lawyer to pro-
vide an estimate of the amount or 
range of potential loss (if the out-
come should be unfavorable) only 
if he believes that the probability 
of inaccuracy of the estimate of 
the amount or range of potential 
loss is slight. 
The considerations bearing upon 
the difficulty in estimating loss (or 
range of loss) where pending liti-
gation is concerned are obviously 
even more compelling in the case 
of unasserted possible claims. In 
most cases, the lawyer will not be 
able to provide any such estimate 
to the auditor. 
As indicated in Paragraph 4 
hereof, the auditor may assume 
that all loss contingencies specified 
by the client in the manner speci-
fied in clauses (b) and (c) above 
have received comment in the re-
sponse, unless otherwise therein in-
dicated. The lawyer should not be 
asked, nor need the lawyer under-
take, to furnish information to the 
auditor concerning loss contingen-
cies except as contemplated by 
this Paragraph 5. 
(6) Lawyer's Professional Re-
sponsibility. Independent of the 
scope of his response to the audi-
tor's request for information, the 
lawyer, depending upon the nature 
of the matters as to which he is 
engaged, may have as part of his 
professional responsibility to his 
client an obligation to advise the 
client concerning the need for or 
advisability of public disclosure of 
a wide range of events and cir-
cumstances. The lawyer has an 
obligation not knowingly to par-
ticipate in any violation by the cli-
ent of the disclosure requirements 
of the securities laws. In appropri-
ate circumstances, the lawyer may 
be required under the Code of 
Professional Responsibility to re-
sign his engagement if his advice 
concerning disclosures is disre-
garded by the client. The auditor 
may properly assume that the law-
yer is acting in accordance with 
his professional obligations in con-
nection with his client relationship. 
(7) Limitation on Use of Re-
sponse. Unless otherwise stated in 
the lawyers response, it shall be 
solely for the auditor's information 
in connection with his audit of the 
financial condition of the client and 
is not to be quoted in whole or in 
part or otherwise referred to in any 
financial statements of the client 
or related document, nor is it to 
be filed with any governmental 
agency or other person, without 
the lawyer's prior written consent. * 
Notwithstanding such limitation, 
the response can properly be fur-
nished to others in compliance 
with court process or when neces-
sary in order to defend the auditor 
against a challenge of the audit by 
the client or a regulatory agency, 
provided that the lawyer is given 
written notice of the circumstances 
at least twenty days before the re-
sponse is so to be furnished to 
others, or as long in advance as 
possible if the situation does not 
permit such period of notice. 
(8) General. This Statement of 
Policy, together with the accom-
panying Commentary (which is an 
integral part hereof), has been de-
veloped for the general guidance 
of the legal profession. In a par-
ticular case, the lawyer may elect 
to supplement or modify the ap-
proach hereby set forth. If desired, 
*As contemplated by Paragraph 8 of this 
Statement of Policy, this sentence is in-
tended to be the subject of incorporation 
by reference as therein provided. 
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this Statement of Policy may be in-
corporated by reference in the law-
yer's response by the following 
statement: "This response is lim-
ited by, and subject to, the ABA 
Statement of Policy Regarding 
Lawyers' Responses to Auditors' 
COMMENTARY 
Paragraph 1 (Client Consent 
to Response) 
In responding to any aspect of 
an auditor's inquiry letter, the law-
yer must be guided by his ethical 
obligations as set forth in the Code 
of Professional Responsibility. Un-
der Canon 4 of the Code of Pro-
fessional Responsibility, a lawyer is 
enjoined to preserve the client's 
confidences (defined as information 
protected by the attorney-client 
privilege under applicable law) 
and the client's secrets (defined as 
other information gained in the 
professional relationship that the 
client has requested be held invio-
late or the disclosure of which 
would be embarrassing or would 
be likely to be detrimental to the 
client). The observance of this 
ethical obligation, in the context of 
public policy, ". . . not only facili-
tates the full development of facts 
essential to proper representation 
of the client but also encourages 
laymen to seek early legal assis-
tance." (Ethical Consideration 4-1.) 
The lawyer's ethical obligation 
therefore includes a much broader 
range of information than that pro-
tected by the attorney-client privi-
lege. As stated in Ethical Consid-
eration 4-4: "The attorney-client 
privilege is more limited than the 
ethical obligation of a lawyer to 
guard the confidences and secrets 
of his client. This ethical precept, 
unlike the evidentiary privilege, 
exists without regard to the nature 
or source of information or the 
fact that others share the knowl-
edge." 
In recognition of this ethical ob-
ligation, the lawyer should be 
careful to disclose fully to his cli-
ent any confidence, secret or evalu-
ation that is to be revealed to 
another, including the client's au-
ditor, and to satisfy himself that 
Requests for Information ([insert 
month and year]); without limit-
ing the generality of the foregoing, 
the limitations set forth in such 
Statement on the scope and use of 
this response (Paragraphs 2 and 7) 
are specifically incorporated herein 
the officer or agent of a corporate 
client consenting to the disclosure 
understands the legal consequences 
thereof and has authority to pro-
vide the required consent. 
The law in the area of attorney-
client privilege and the impact of 
statements made in letters to audi-
tors upon that privilege has not yet 
been developed. Based upon cases 
treating the attorney-client privi-
lege in other contexts, however, 
certain generalizations can be 
made with respect to the possible 
impact of statements in letters to 
auditors. 
It is now generally accepted 
that a corporation may claim the 
attorney-client privilege. Whether 
the privilege extends beyond the 
control group of the corporation 
(a concept found in the existing 
decisional authority), and if so, 
how far, is yet unresolved. 
If a client discloses to a third 
party a part of any privileged com-
munication he has made to his at-
torney, there may have been a 
waiver as to the whole communi-
cation; further, it has been sug-
gested that giving accountants ac-
cess to privileged statements made 
to attorneys may waive any privi-
lege as to those statements. Any 
disclosure of privileged communi-
cations relating to a particular sub-
ject matter may have the effect of 
waiving the privilege on other 
communications with respect to 
the same subject matter. 
To the extent that the lawyer's 
knowledge of unasserted possible 
claims is obtained by means of 
confidential communications from 
the client, any disclosure thereof 
might constitute a waiver as fully 
as if the communication related 
to pending claims. 
A further difficulty arises with 
respect to requests for evaluation 
of either pending or unasserted pos-
sible claims. It might be argued 
by reference, and any description 
herein of any "loss contingencies" 
is qualified in its entirety by Para-
graph 5 of the Statement and 
the accompanying Commentary 
(which is an integral part of the 
Statement)." 
that any evaluation of a claim, to 
the extent based upon a confiden-
tial communication with the client, 
waives any privilege with respect 
to that claim. 
Another danger inherent in a 
lawyer's placing a value on a claim, 
or estimating the likely result, is 
that such a statement might be 
treated as an admission or might 
be otherwise prejudicial to the 
client. 
The Statement of Policy has 
been prepared in the expectation 
that judicial development of the 
law in the foregoing areas will be 
such that useful communication 
between lawyers and auditors in 
the manner envisaged in the State-
ment will not prove prejudicial to 
clients engaged in or threatened 
with adversary proceedings. If de-
velopments occur contrary to this 
expectation, appropriate review 
and revision of the Statement of 
Policy may be necessary. 
Paragraph 2 (Limitation on 
Scope of Response) 
In furnishing information to an 
auditor, the lawyer can properly 
limit himself to loss contingencies 
which he is handling on a sub-
stantive basis for the client in the 
form of legal consultation (advice 
and other attention to matters not 
in litigation by the lawyer in his 
professional capacity) or legal 
representation (counsel of record 
or other direct professional respon-
sibility for a matter in litigation). 
Some auditors' inquiries go further 
and ask for information on matters 
of which the lawyer "has knowl-
edge." Lawyers are concerned that 
such a broad request may be 
deemed to include information 
coming from a variety of sources 
including social contact and third-
party contacts as well as profes-
sional engagement and that the 
The accompanying Commentary is an integral part of this Statement of Policy. 
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lawyer might be criticized or sub-
jected to liability if some of this 
information is forgotten at the time 
of the auditor's request. 
It is also believed appropriate to 
recognize that the lawyer will not 
necessarily have been authorized 
to investigate, or have investigated, 
all legal problems of the client, 
even when on notice of some facts 
which might conceivably consti-
tute a legal problem upon explora-
tion and development. Thus, con-
sideration in the form of prelimi-
nary or passing advice, or regard-
ing an incomplete or hypothetical 
state of facts, or where the lawyer 
has not been requested to give 
studied attention to the matter in 
question, would not come within 
the concept of "substantive atten-
tion" and would therefore be ex-
cluded. Similarly excluded are mat-
ters which may have been men-
tioned by the client but which are 
not actually being handled by the 
lawyer. Paragraph 2 undertakes to 
deal with these concerns. 
Paragraph 2 is also intended to 
recognize the principle that the ap-
propriate lawyer to respond as to 
a particular loss contingency is the 
lawyer having charge of the mat-
ter for the client (e.g., the lawyer 
representing the client in a litiga-
tion matter and/or the lawyer hav-
ing overall charge and supervision 
of the matter), and that the lawyer 
not having that kind of role with 
respect to the matter should not 
be expected to respond merely be-
cause of having become aware of 
its existence in a general or inci-
dental way. 
The internal procedures to be 
followed by a law firm or law de-
partment may vary based on fac-
tors such as the scope of the law-
yer's engagement and the complex-
ity and magnitude of the client's 
affairs. Such procedures could, but 
need not, include use of a docket 
system to record litigation, consul-
tation with lawyers in the firm or 
department having principal re-
sponsibility for the client's affairs 
or other procedures which, in light 
of the cost to the client, are not 
disproportionate to the anticipated 
benefit to be derived. Although 
these procedures may not neces-
sarily identify all matters relevant 
to the response, the evolution and 
application of the lawyer's cus-
tomary procedures should consti-
tute a reasonable basis for the law-
yer's response. 
As the lawyer's response is lim-
ited to matters involving his pro-
fessional engagement as counsel, 
such response should not include 
information concerning the client 
which the lawyer receives in 
another role. In particular, a law-
yer who is also a director or officer 
of the client would not include in-
formation which he received as a 
director or officer unless the in-
formation was also received (or, 
absent the dual role, would in the 
normal course be received) in his 
capacity as legal counsel in the 
context of his professional engage-
ment. Where the auditor's request 
for information is addressed to a 
law firm as a firm, the law firm may 
properly assume that its response 
is not expected to include any in-
formation which may have been 
communicated to the particular in-
dividual by reason of his serving 
in the capacity of director or offi-
cer of the client. The question of 
the individual's duty, in his role as 
a director or officer, is not here 
addressed. 
Paragraph 3 (Response May 
Cover Only Material Items in 
Certain Cases) 
Paragraph 3 makes it clear that 
the lawyer may optionally limit 
his responses to those items which 
are individually or collectively ma-
terial to the auditor's inquiry. If 
the lawyer takes responsibility for 
making a determination that a 
matter is not material for the pur-
poses of his response to the audit 
inquiry, he should make it clear 
that his response is so limited. The 
auditor, in such circumstance, 
should properly be entitled to rely 
upon the lawyer's response as pro-
viding him with the necessary cor-
roboration. It should be empha-
sized that the employment of in-
side general counsel by the client 
should not detract from the ac-
ceptability of his response since 
inside general counsel is as fully 
bound by the professional obliga-
tions and responsibilities contained 
in the Code of Professional Re-
sponsibility as outside counsel. If 
the audit inquiry sets forth a defi-
nition of materiality but the law-
yer utilizes a different test of ma-
teriality, he should specifically so 
state. The lawyer may wish to 
reach an understanding with the 
auditor concerning the test of ma-
teriality to be used in his response, 
but he need not do so if he as-
sumes responsibility for the cri-
teria used in making materiality 
determinations. Any such under-
standing with the auditor should 
be referred to or set forth in the 
lawyer's response. In this connec-
tion, it is assumed that the test of 
materiality so agreed upon would 
not be so low in amount as to re-
sult in a disservice to the client 
and an unreasonable burden on 
counsel. 
Paragraph 4 (Limited 
Responses) 
The Statement of Policy is de-
signed to recognize the obligation 
of the auditor to complete the pro-
cedures considered necessary to 
satisfy himself as to the fair pres-
entation of the company's finan-
cial condition and results, in order 
to render a report which includes 
an opinion not qualified because 
of a limitation on the scope of the 
audit. In this connection, reference 
is made to SEC Accounting Series 
Release No. 90, in which it is 
stated: 
A 'subject to' or 'except for' opinion 
paragraph in which these phrases 
refer to the scope of the audit, indi-
cating that the accountant has not 
been able to satisfy himself on some 
significant element in the financial 
statements, is not acceptable in cer-
tificates filed with the Commission 
in connection with the public offer-
ing of securities. The 'subject to' 
qualification is appropriate when 
the reference is to a middle para-
graph or to footnotes explaining the 
status of matters which cannot be 
resolved at statement date. 
Paragraph 5 (Loss 
Contingencies) 
Paragraph 5 of the Statement of 
Policy summarizes the categories 
of 'loss contingencies" about which 
the lawyer may furnish information 
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to the auditor. The term loss con-
tingencies and the categories relate 
to concepts of accounting accrual 
and disclosure specified for the ac-
count ing profession in Statement 
of Financial Accounting Standards 
No. 5 ("FAS 5") issued by the 
Financial Accounting Standards 
Board in March, 1975. 
5.1 Accounting Requirements 
To unders tand the significance 
of the auditor's inquiry and the 
implications of any response the 
lawyer may give, the lawyer should 
be aware of the following account-
ing concepts and requirements set 
out in FAS 5 :* 
( a ) A "loss contingency" is an 
existing condition, situation or set 
of circumstances involving uncer-
tainty as to possible loss to an en-
terprise that will ultimately be re-
solved when one or more events 
occur or fail to occur. Resolutions 
of the uncertainty may confirm the 
loss or impairment of an asset or 
the incurrence of a liability. 
(Para. 1) 
( b ) W h e n a "loss contingency" 
exists, the likelihood that a future 
event or events will confirm the 
loss or impairment of an asset or 
the incurrence of a liability can 
range from probable to remote. 
There are three areas within that 
range, defined as follows: 
( i ) Probable — "The future 
event or events are likely to oc-
cur. 
( i i ) Reasonably possible—"The 
chance of the future event or 
events occurring is more than 
remote bu t less than likely." 
(i i i) Remote—"The chance of 
the future event or events oc-
curring is slight." 
(Para. 3) 
( c ) Accrual in a client's finan-
cial s tatements by a charge to in-
come of the period will be required 
if both the following conditions 
are met : 
( i ) "Information available 
prior to issuance of the financial 
s tatements indicates that it is 
probable tha t an asset had been 
impaired or a liability had been 
* Citations are to paragraph numbers of 
FAS 5. 
incurred at the date of the finan-
cial statements. I t is implicit in 
this condition that it must be 
probable that one or more future 
events will occur confirming the 
fact of the loss." (emphasis 
added; footnote omit ted) 
(ii) "The amount of loss can 
be reasonably estimated." 
(Para. 8) 
( d ) If there is no accrual of the 
loss contingency in the client's fi-
nancial statements because one of 
the two conditions outlined in ( c ) 
above are not met, disclosure may 
be required as provided in the fol-
lowing: 
If no accrual is made for a loss 
contingency because one or both of 
the conditions in paragraph 8 are 
not met, or if an exposure to loss 
exists in excess of the amount ac-
crued pursuant to the provisions of 
paragraph 8, disclosure of the con-
tingency shall be made when there 
is at least a reasonable possibility 
that a loss or an additional loss may 
have been incurred. The disclosure 
shall indicate the nature of the con-
tingency and shall give an estimate 
of the possible loss or range of loss 
or state that such an estimate cannot 
be made. Disclosure is not required 
of a loss contingency involving an 
unasserted claim or assessment when 
there has been no manifestation by 
potential claimant of an awareness 
of a possible claim or assessment 
unless it is considered probable that 
a claim will be asserted and there 
is a reasonable possibility that the 
outcome will be unfavorable. [em-
phasis added; footnote omitted] 
(Para. 10) 
( e ) The accounting require-
ments recognize or specify that 
( i ) the opinions or views of coun-
sel are not the sole source of evi-
dential matter in making determi-
nations about the accounting rec-
ognition or treatment to be given 
to litigation, and ( i i ) the fact that 
the lawyer is not able to express 
an opinion that the outcome will 
be favorable does not necessarily 
require an accrual of a loss. Para-
graphs 36 and 37 of FAS 5 state 
as follows: 
If the underlying cause of the liti-
gation, claim, or assessment is an 
event occurring before the date of 
an enterprise's financial statements, 
the probability of an outcome un-
favorable to the enterprise must be 
assessed to determine whether the 
condition in paragraph 8(a) is met. 
Among the factors that should be 
considered are the nature of the liti-
gation, claim, or assessment, the 
progress of the case (including prog-
ress after the date of the financial 
statements but before those state-
ments are issued), the opinions or 
views of legal counsel and other ad-
visers, the experience of the enter-
prise in similar cases, the experience 
of other enterprises, and any deci-
sion of the enterprise's management 
as to how the enterprise intends to 
respond to the lawsuit, claim, or 
assessment (for example, a decision 
to contest the case vigorously or a 
decision to seek an out-of-court set-
tlement). The fact that legal coun-
sel is unable to express an opinion 
that the outcome will be favorable 
to the enterprise should not neces-
sarily be interpreted to mean that 
the condition for accrual of a loss 
in paragraph 8(a) is met. 
The filing of a suit or formal as-
sertion of a claim or assessment does 
not automatically indicate that ac-
crual of a loss may be appropriate. 
The degree of probability of an un-
favorable outcome must be assessed. 
The condition for accrual in para-
graph 8(a) would be met if an un-
favorable outcome is determined to 
be probable. If an unfavorable out-
come is determined to be reason-
ably possible but not probable, or 
if the amount of loss cannot be 
reasonably estimated, accrual would 
be inappropriate, but disclosure 
would be required by paragraph 10 
of this Statement. 
(f) Paragraph 38 of FAS 5 fo-
cuses on certain examples concern-
ing the determination by the en-
terprise whether an assertion of an 
unasserted possible claim may be 
considered probable : 
With respect to unasserted claims 
and assessments, an enterprise must 
determine the degree of probability 
that a suit may be filed or a claim 
or assessment may be asserted and 
the possibility of an unfavorable 
outcome. For example, a catastro-
phe, accident, or other similar phys-
ical occurrence predictably engen-
ders claims for redress, and in such 
circumstances their assertion may 
be probable; similarly, an investiga-
tion of an enterprise by a govern-
mental agency, if enforcement pro-
ceedings have been or are likely to 
be instituted, is often followed by 
private claims for redress, and the 
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probability of their assertion and 
the possibility of loss should be 
considered in each case. By way of 
further example, an enterprise may 
believe there is a possibility that it 
has infringed on another enterprise's 
patent rights, but the enterprise 
owning the patent rights has not 
indicated an intention to take any 
action and has not even indicated 
an awareness of the possible in-
fringement. In that case, a judg-
ment must first be made as to 
whether the assertion of a claim is 
probable. If the judgment is that 
assertion is not probable, no accrual 
or disclosure would be required. 
On the other hand, if the judgment 
is that assertion is probable, then a 
second judgment must be made as 
to the degree of probability of an 
unfavorable outcome. If an unfavor-
able outcome is probable and the 
amount of loss can be reasonably 
estimated, accrual of a loss is re-
quired by paragraph 8. If an unfa-
vorable outcome is probable but the 
amount of loss cannot be reason-
ably estimated, accrual would not 
be appropriate, but disclosure would 
be required by paragraph 10. If 
an unfavorable outcome is reason-
ably possible but not probable, dis-
closure would be required by para-
graph 10." 
5.2 Lawyers Response 
Concepts of probability inherent 
in the usage of terms like "prob-
able" or "reasonably possible" or 
"remote" mean different things in 
different contexts. Generally, the 
outcome of, or the loss which may 
result from, litigation cannot be 
assessed in any way that is com-
parable to a statistically or empir-
ically determined concept of "prob-
ability" that may be applicable 
when determining such matters as 
reserves for warranty obligations 
or accounts receivable or loan 
losses when there is a large num-
ber of transactions and a substan-
tial body of known historical ex-
perience for the enterprise or com-
parable enterprises. While lawyers 
are accustomed to counseling cli-
ents during the progress of litiga-
tion as to the possible amount re-
quired for settlement purposes, the 
estimated risks of the proceedings 
at particular times and the possible 
application or establishment of 
points of law that may be relevant, 
such advice to the client is not pos-
sible at many stages of the litiga-
tion and may change dramatically 
depending upon the development 
of the proceedings. Lawyers do not 
generally quantify for clients the 
"odds" in numerical terms; if they 
do, the quantification is generally 
only undertaken in an effort to 
make meaningful, for limited pur-
poses, a whole host of judgmental 
factors applicable at a particular 
time, without any intention to de-
pict "probability" in any statistical, 
scientific or empirically-grounded 
sense. Thus, for example, state-
ments that litigation is being de-
fended vigorously and that the cli-
ent has meritorious defenses do 
not, and do not purport to, make a 
statement about the probability of 
outcome in any measurable sense. 
Likewise, the "amount" of loss 
—that is, the total of costs and 
damages that ultimately might be 
assessed against a client—will, in 
most litigation, be a subject of 
wide possible variance at most 
stages; it is the rare case where 
the amount is precise and where 
the question is whether the client 
against which claim is made is li-
able either for all of it or none 
of it. 
In light of the foregoing con-
siderations, it must be concluded 
that, as a general rule, it should 
not be anticipated that meaningful 
quantifications of "probability" of 
outcome or amount of damages can 
be given by lawyers in assessing 
litigation. To provide content to 
the definitions set forth in Para-
graph 5 of the Statement of Pol-
icy, this Commentary amplifies the 
meanings of the terms under dis-
cussion, as follows: 
"probable"—An unfavorable 
outcome is normally "probable" 
if, but only if, investigation, 
preparation (including develop-
ment of the factual data and le-
gal research) and progress of the 
matter have reached a stage 
where a judgment can be made, 
taking all relevant factors into 
account which may affect the 
outcome, that it is extremely 
doubtful that the client will pre-
vail; i.e., the plaintiff's case is 
overwhelming. 
"remote"—An unfavorable out-
come appears, at the time, to be 
nearly impossible; i.e., the client's 
case is overwhelming. Normally, 
this would entail the ability to 
make an unqualified judgment, 
taking into account all relevant 
factors which may affect the out-
come, that the client may confi-
dently expect to prevail on a mo-
tion for summary judgment on 
all issues due to the clarity of 
the facts and the law. 
In other words, for purposes of 
the lawyer's response to the request 
to advise auditors about litigation, 
an unfavorable outcome will be 
"probable" only if the chances of 
the client prevailing appear slight 
and of the client losing appear 
overwhelming; it will be "remote" 
when the client's chances of losing 
appear slight and of winning ap-
pear overwhelming. It is, there-
fore, to be anticipated that, in 
most situations, an unfavorable 
outcome will be neither "probable" 
nor "remote" as defined in the 
Statement of Policy. 
The discussion above about the 
very limited basis for furnishing 
judgments about the outcome of 
litigation applies with even more 
force to a judgment concerning 
whether or not the assertion of a 
claim not yet asserted is "prob-
able." That judgment will infre-
quently be one within the profes-
sional competence of lawyers and 
therefore the lawyer should nor-
mally refuse to make such assess-
ment at all. He should not repre-
sent to the auditor, nor should any 
inference from his response be 
drawn, that the unasserted possible 
claims identified by the client (as 
contemplated by Paragraph 5(c) 
of the Statement of Policy) repre-
sent all such claims of which the 
lawyer may be aware or that he 
necessarily concurs in his client's 
determination of which unasserted 
possible claims warrant specifica-
tion by the client; within proper 
limits, this determination is one 
which the client is entitled to make 
—and should make—and it would 
be inconsistent with his profes-
sional obligations for the lawyer to 
volunteer information arising from 
his confidential relationship with 
his client. 
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As indicated in Paragraph 5, the 
lawyer also may be asked to esti-
mate the potential loss (or range) 
in the event that an unfavorable 
outcome is not viewed to be "re-
mote." In such a case, the lawyer 
would provide an estimate only if 
he believes that the probability of 
inaccuracy of the estimate of the 
range or amount is slight. What is 
meant here is that the estimate of 
amount of loss presents the same 
difficulty as assessment of outcome 
and that the same formulation of 
"probability" should be used with 
respect to the determination of es-
timated loss amounts as should be 
used with respect to estimating the 
outcome of the matter. 
In special circumstances, with 
the proper consent of the client, 
the lawyer may be better able to 
provide the auditor with informa-
tion concerning loss contingencies 
through conferences where there 
is opportunity for more detailed 
discussion and interchange. How-
ever, the principles set forth in the 
Statement of Policy and this Com-
mentary are fully applicable to 
such conferences. 
Subsumed throughout this dis-
cussion is the ongoing responsibil-
ity of the lawyer to assist his client, 
at the client's request, in comply-
ing with the requirements of FAS 
5 to the extent such assistance falls 
within his professional competence. 
This will continue to involve, to 
the extent appropriate, privileged 
discussions with the client to pro-
vide a better basis on which the 
client can make accrual and dis-
closure determinations in respect 
of its financial statements. 
In addition to the considerations 
discussed above with respect to 
the making of any judgment or es-
timate by the lawyer in his re-
sponse to the auditor, including 
with respect to a matter specifically 
identified by the client, the lawyer 
should also bear in mind the risk 
that the furnishing of such a judg-
ment or estimate to any one other 
than the client might constitute an 
admission or be otherwise prejudi-
cial to the client's position in its 
defense against such litigation or 
claim (see Paragraph 1 of the 
Statement of Policy and of this 
Commentary). 
Paragraph 6 (Lawyer's 
Professional Responsibility) 
The client must satisfy what-
ever duties it has relative to 
timely disclosure, including appro-
priate disclosure concerning mate-
rial loss contingencies, and, to the 
extent such matters are given sub-
stantive attention in the form of 
legal consultation, the lawyer, 
when his engagement is to advise 
his client concerning a disclosure 
obligation, has a responsibility to 
advise his client concerning its ob-
ligations in this regard. Lawyers 
who normally confine themselves 
to a legal specialty, such as tax, 
antitrust, patent or admiralty law, 
would not normally be expected to 
advise concerning the client's dis-
closure obligations in respect of a 
matter on which the lawyer is 
working, although a lawyer con-
sulted about SEC or general cor-
porate matters would normally 
do so. 
The lawyer's responsibilities with 
respect to his client's disclosure 
obligations has been a subject of 
considerable discussion and there 
may be, in due course, clarification 
and further guidance in this re-
gard. In any event, where in the 
lawyer's view it is clear that (i) 
the matter is of material impor-
tance and seriousness, and (ii) 
there can be no reasonable doubt 
that its non-disclosure in the cli-
ent's financial statements would be 
a violation of law giving rise to 
material claims, rejection by the 
client of his advice to call the mat-
ter to the attention of the auditor 
would almost certainly require the 
lawyer's withdrawal from employ-
ment in accordance with the Code 
of Professional Responsibility. (See, 
e.g., Disciplinary Rule 7-102 (A) 
(3) and (7), and Disciplinary Rule 
2-110 (B)(2) . ) 
Paragraph 7 (Limitation on 
Use of Response) 
Some inquiry letters make speci-
fic reference to, and one might in-
fer from others, an intention to 
quote verbatim or include the sub-
stance of the lawyer's reply in foot-
notes to the client's financial state-
ments. Because the client's pros-
pects in pending litigation may 
shift as a result of interim develop-
ments, and because the lawyer 
should have an opportunity, if 
quotation is to be made, to review 
the footnote in full, it would seem 
prudent to limit the use of the 
lawyer's reply letter. Paragraph 7 
sets out such a limitation. 
Paragraph 7 also recognizes that 
it may be in the client's interest to 
protect information contained in 
the lawyer's response to the audi-
tor, if and to the extent possible, 
against unnecessary further disclo-
sure or use beyond its intended 
purpose of informing the auditor. 
For example, the response may 
contain information which could 
prejudice efforts to negotiate a fa-
vorable settlement of a pending 
litigation described in the response. 
The requirement of consent to fur-
ther disclosure, or of reasonable 
advance notice where disclosure 
may be required by court process 
or necessary in defense of the au-
dit, is designed to give the lawyer 
an opportunity to consult with the 
client as to whether consent should 
be refused or limited or, in the 
case of legal process or the audi-
tor's defense of the audit, as to 
whether steps can and should be 
taken to challenge the necessity of 
further disclosure or to seek pro-
tective measures in connection 
therewith. It is believed that the 
suggested standard of twenty days 
advance notice would normally be 
a minimum reasonable time for 
this purpose. 
Paragraph 8 (General) 
It is reasonable to assume that 
the Statement of Policy will receive 
wide distribution and will be read-
ily available to the accounting pro-
fession. (During the initial period 
following adoption of the State-
ment of Policy, the lawyer may 
wish to offer, in his response, to 
furnish a copy to the auditor upon 
request.) Accordingly, the mecha-
nic for its incorporation by refer-
ence will facilitate lawyer-auditor 
communication. The incorporation 
is intended to include not only 
limitations, such as those provided 
by Paragraphs 2 and 7 of the State-
ment of Policy, but also the ex-
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planatory material set forth in this 
Commentary. 
ANNEX A 
[Illustrative form of letter for full 
response by outside practitioner or 
law firm to the auditor's inquiry 
letter; for appropriate modifica-
tions for response by inside general 
counsel, see "Scope of Lawyers' 
Responses to Auditors' Requests for 
Information," The Business Law-
yer, (January 1975). This illustra-
tive form is provided solely in or-
der to assist those who may wish 
to have for reference purposes a 
form of response which incorpor-
ates the principles of the State-
ment of Policy and accompanying 
Commentary. This form is not a 
part of the Statement of Policy. 
Other forms of response letters will 
be appropriate depending on the 
circumstances. ] 
[Name and Address of 
Accounting Firm] 
Re: [Name of Client] 
[and Subsidiaries] 
Dear Sirs: 
By letter dated [insert date of 
request] Mr. [insert name and title 
of officer signing request] of [in-
sert name of client] [(the "Com-
pany") or (together with its sub-
sidiaries, the "Company")] has re-
quested us to furnish you with cer-
tain information in connection with 
your examination of the accounts 
of the Company as at [insert fiscal 
year-end]. 
[Insert description of the scope 
of the lawyer's engagement; 
the following are sample de-
scriptions:] 
While this firm represents the 
Company on a regular basis, our 
engagement has been limited to 
specific matters as to which we 
were consulted by the Company. 
[or] 
We call your attention to the 
fact that this firm has during the 
past year represented the Com-
pany only in connection with cer-
tain [Federal income tax matters] 
[litigation] [real estate transac-
tions] [describe other specific mat-
ters, as appropriate] and has not 
been engaged for any other pur-
pose. 
Subject to the foregoing and to 
the last paragraph of this letter, 
we advise you that since [insert 
date of beginning of fiscal period 
under audit] we have not been en-
gaged to give substantive attention 
to, or represent the Company in 
connection with, [material]* loss 
contingencies coming within the 
scope of clauses (a), (b) or (c) 
of Paragraph 5 of the Statement of 
Policy referred to in the last para-
graph of this letter, except as fol-
lows: 
*Note: See Paragraph 3 of the Statement 
of Policy and the accompanying Com-
mentary for guidance where the re-
sponse is limited to material items. 
[Describe litigation and claims 
which fit the foregoing cri-
teria.] 
The information set forth herein 
is [as of the date of this letter] [as 
of] [insert date], the date on which 
we commenced our internal review 
procedures for purposes of prepar-
ing this response], except as other-
wise noted, and we disclaim any 
undertaking to advise you of 
changes which thereafter may be 
brought to our attention. 
[Insert information with re-
spect to outstanding bills for 
services and disbursements.] 
This response is limited by, and 
subject to, the ABA Statement of 
Policy Regarding Lawyers' Re-
sponses to Auditors' Requests for 
Information ([insert month and 
year]); without limiting the gen-
erality of the foregoing, the limita-
tions set forth in such Statement 
on the scope and use of this re-
sponse (paragraphs 2 and 7) are 
specifically incorporated herein by 
reference, and any description 
herein of any "loss contingencies" 
is qualified in its entirety by Para-
graph 5 of the Statement and the 
accompanying Commentary (which 
is an integral part of the State-
ment). [We would be pleased to 
furnish, upon request, a copy of 
the Statement for your review and 
records.] [Describe any other or 
additional limitation as indicated 
by Paragraph 4 of the Statement.] 
Very truly yours, 
